This paper uses quarterly data on Macedonian nominal effective exchange rate for the time period 1992 to 2009 along with six other variables to investigate the nominal effective exchange rate neutrality. SVAR and Impulse response functions had been used to prove the hypothesis. Empirical evidence in this paper supports the nominal exchange rate neutrality in the case of Macedonia.
Introduction
Currently, the exchange rate regime in the Republic of Macedonia is what is refered to as a "managed float." The exchange rate of the denar is established on the basis of supply and demand of foreign exchange markets. The denar exchange rate against the euro serves as a fundamental of the Republic of Macedonia monetary policy. Money supply and interest rates are dictated by the exchange rate target. This paper uses Structural Vector Autoregression method to find empirical evidence for the nominal exchange rate neutrality concept for the case of macedonia. In particular, it examines whether Macedonian real GDP is neutral to changes in the nominal exchange rate as predicted by the macroeconomic theory. Baxter and Stockman (1988) ,found little evidence of systematic differences in the behavior of other macroeconomic aggregates or international trade flows under alternative exchange rate systems. This is contradictory to the claims that existed before this paper was published 1 . This is known as Baxter-Stockman neutrality of exchange rate regime puzzle. In this paper we will test the neutrality of the nominal effective exchange rate. Germany is our biggest trade partner so in the SVAR model we test influence of German Real GDP relative to Macedonian Real GDP. This paper is divided as follows, Part 2 Theoretical and empirical literature on neutrality, here we set the theoretical foundations and empirical findings in this literature, in Part 3 we give data definitions and their sources, in Part 4 we set the SVAR model, in Part 5 we are interpreting the results from our models and in Part 6 we make conclusions. 1 Large class of theoretical models before implied that the nominal exchange rate system has important effects on a number of macroeconomic quantities, but Baxter and Stockman proved opposite.
Theoretical and empirical literature on neutrality
Neutrality is a condition in which one variable does not change as a result of changes in another variable (Geweke,1986 ). Geweke comments on structural and stochastic neutrality.
First neutrality is when one variable has no effect on other variables in the model, while the second neutrality is when the change in the mean of the exogenous variable does not have impact of the value of a mean of an endogenous variable. 
Data source and definitions
In this paper we use quarterly data derived from Econstats TM 3 , and from the OECD data base 4 , and State statistical office of Macedonia 5 in the Table 1 
All series will be transformed into logs for analysis except for interest rates and inflation.
This study uses quarterly data over the period from 1992 to 2009 encompassing 72 observations utmost (on some variables observations are missing).The use of 18 year horizon is short to international studies. Now, we will briefly explain the variables. The price of one currency in terms of another is called exchange rate. Here we use as a proxy for the exchange 
Structural Vector Auto Regression (SVAR)
Since Sims(1980) VAR approach is very popular in the macroeconomic literature. In VAR modes all of the variables are considered endogenous and can impact other variables in the model. VAR representations are given in their structural or reduced form ( 
Where C represents the lagged values of the variable and other variables in the model, Y t is the vector of the variables in the model. SVAR model imposes restrictions on the VAR model. These restrictions that have the effects of assuming no causal relationship either contemporanesly or through lags are used as assistance in the identification of the model .German Real GDP it is used in the model since Germany is our biggest trade partner .German GDP it is assumed it is not affected by Macedonian events; That is due to the fact that Macedonian economy is small size relative to the German economy.
Macedonian Interest rates are assumed to be influenced by the world economy, similar as Macedonian inflation. Macedonian money supply is related to the inflation, interest rates.
Macedonian
Real GDP is influenced by the all of the variables. tests stationarity rather than its absence. In this paper all three tests are conducted and are reported in the Table 3 .
As it is common in this literature the tests gives mixed results regarding stationarity. Hence, some judgment about the nature of the series and transformation required to make it stationary is required in the estimation. The summary for the conclusions and the method of transformation are given in the 
Impulse Response functions
For the sake of brevity, we report only the responses of Macedonian real GDP to a shock in the nominal exchange rate. but on a long run the effect is zero. 
Macedonian and German GDP
On a short run 1% growth in German GDP influences the growth of Macedonian GDP by 0.2% .A-matrix shows that this impact is negative on short run but on a long run the effect is zero. 
Conclusion
Nominal exchange rate neutrality is the situation where variations in the nominal exchange rate have no impact upon real GDP. It is generally defined for the long-run allowing some short-run variations during the period of adjustment. Empirical results presented in this paper support the nominal exchange rate neutrality for the case of Macedonia.
